ABSTRACT
I. INTRODUCTION
Most of the studies dealing with expectation formation, one of the issues that have preoccupied financial economists, have generally revealed that expectations tend to be extrapolative in the short run and regressive in the long run. If a stock price is rising, it would be expected to keep on rising in the short run, and then to fall further in the long run, and that what socalled "twist" in expectation. Even though, there are different opinions on how short the short run is, or how long the long run is, the "twist" phenomenon is normally assumed to take place within six months. That what available survey evidence has indicated what happens in the stock market. Accordingly, this paper is an attempt to apply expectation formation mechanisms to an emerging market by taking Kuwait Stock Exchange (KSE) as an example using daily data covering the period from January to December 2006 for Indices of the market as a whole and its sub-sectors.
There are two objectives behind this paper.
The first is to find out if profit can be generated by adopting expectation-based trading rules, while the second is to explore which expectation formation mechanism is the most profitable. Accordingly, the paper is divided into five main sections, the first is an empirical evidence on expectation formation in stock markets, the second is a literature review on expectation formation mechanisms, the third is an over view of the Kuwait Stock Exchange, the fourth is an application of expectation formation mechanisms to Kuwait stock exchange indices, and the last is a conclusion. (where a lower case letter represents the logarithm of the underlying variable). Let "t" be the present time, when the expectation is formed, and "t+ 1" the future when the actual price is realized. Thus E(I\",) is the expected value of the percentage change in the price between "t" and "t+ I", such that the expectation is formed at time "t" on the basis of the information available then.
II. EXPECTATION FORMATION MECHANISMS

Extrapolative Expectations
Extrapolative expectations imply that an increase in the price is followed by another increase and vice versa, which means that expected change in the price is a function of current as well as previous changes.
Pilbeam {1995) has suggested the following alternative simple specification of the extrapolative expectations mechanism:
Accordingly, the trading rule in this case is to buy when the price change is positive and sell when it is negative.
Regressive Expectations
This type of expectation is the opposite of the previous one, in that an increase in the price is followed by a decrease and vice versa, indicating that expected change in the price is an inverse function of current change. Pilbeam {1995), proposed the following specification for this mechanism if Therefore, the trading rule here is to buy when the price change is negative, and sell when it is positive.
Adaptive Expectations
This expectation mechanism implies that, if the price increases, in at least two of the latest three periods, then it should be expected to increase in the coming period and vice versa.
The adaptive expectations hypothesis as
For at least two values of (l = 0,1 ,2).Thus, the trading rule in this case is to buy when two out of three consecutive changes in the price are positive, and sell when two out of three consecutive changes in the price are negative, regardless of whether the third is positive or negative. 
III. ElVIPIRICAL EVIDENCE ON EXPECTATION FORMATION IN STOCK MARKETS
In this section we will present a brief survey of the empirical evidence on expectation formation in financial markets. A group of evidence shows that real-world expectations are often less than fully-rational. 1n theory, a stock's price represents a consensus forecast of the discounted stream of future dividends that will accrue to the stock's owner. Shiller (1981) and LeRoy and Porter ( 1981) observed that prices are much more variable than the discounted stream of ex post realized dividends. Arbarbanell and Bernard ( 1992) and Easterwood and Nutt (1999) Durell (2001), Fisher and Statman (2000) , and Qiu and Welch (2004) 
IV. KUWAIT STOCK EXCHANGE (KSE)
KSE is the oldest in the gulf and one of the most active in the Arab world. During 2006 the market witnessed very turbulent activities, as shown in figures I to 6, where cycles of upward and downward movements in the indices have been experienced. After almost a continuous upward trend 
V. EMIRICAL RESULTS
In this section we present the empirical results of our exercise. Starting with a principal KD 100, we simulate trading in the stock market following rules based on extrapolative, regressive, and adaptive expectations.
69 The results also show that extrapolative is more profitable than adaptive, in addition, the volatility of the concerned index play a decisive role in determining the magnitude of profitability of each mechanism. An important conclusion of this paper is that the market suffers form inefficiency since future trend of the market can be predicted from its past performance, a phenomenon shared by emerging markets. However, since the study used one year data its conclusion is of a short-term implication, and since indices rather than individual stock prices are used, this will mask trading strategies ofindividual traders.
